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Certain aspects of respondent’s preliminary statements 
in his brief, including the Statement of the Question Pre- 
sented, the Statement of the Case, and the Summary of 
Argument, are not wholly without objection. The objec- 
tions thereto will all abundantly appear in our direct dis- 
cussion of respondent’s argument, however. We will 
therefore not discuss separately these portions of re- 


spondent’s brief. 


i 
ANSWER TO RESPONDENT'S ARGUMENT. 


1. Respondent’s Basic Contention. 


Before answering the specific arguments of respondent, 
it is important to observe that his entire case is based 
upon the proposition that the express provisions of the 
California Franchise Tax Act designating the date for 
the accrual of the tax and the attaching of the lien 
terefor have no effect for Wederal tax purposes. (iim 
31 et seg.) However, under the form of presentation 
adopted by respondent, this is not made clear until after 
he has presented the principal part of his argument. (Br. 
11-31.) Nevertheless, respondent’s whole case must stand 
or fall on this proposition. 


2. Respondent’s Contention That a Double Deduc- 
tion Is Involved Herein. 


In tootnote 10 (Br. 10), respomdent reters to tounede= 
cisions concerning double deductions, including two de- 
cisions by this Court. It is apparent from even a cursory 
reading of them, however. that they have absolutely no 
application to the problem here presented. They all re- 
late to efforts by taxpayers to obtain a double tax benefit 
from the same expense or other deduction. Manifestly, 
the petitioner herein is not seeking a double deduction in 
the sense in which that term is used in the cited cases. 
Here, there is no question that the taxpayer is entitled to 
the deduction for both the franchise taxes, based on its 
1942 and on its 1943 income. There is no effort to obtain 
the same deduction twice. It 1s simply a question of what 
year is the proper one in which to take certain deductions 
to which the taxpayer is admittedly entitled. 
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3. Respondent’s Discussion of “The Accrual Doc- 
trine in the Supreme Court and the Circuit Court 
of Appeals.” 

Respondent cites, as being “direct authority against 
taxpayer’s position,’ twenty-one cases. (Br. 11-12.) Not 
one of them is directly in point. However, only the cases 
that respondent deems to be of sufficient importance to 
justify further discussion of their precise application to 
the issue herein will be considered in answering respond- 
ent’s detailed argument. 


Petitioner accepts United States v. Anderson (1926), 
269°U. S. 422, as a leadlmie case (see Br. 13) on the sub- 
ject of accrual and deduction of taxes, but thinks it some- 
what of an overstatement to say (Br. 16) that it is on all 
fours with the present case. To the extent to which it is 
applicable herein, it favors petitioner rather than re- 
spondent. | 


In the first place, it should be emphasized that in the 
Anderson case it was the taxpayer who was contending 
that the accrual of the tax did not occur until in the 
year in which it was assessed and became payable. The 
Supreme Court rejected this contention, however, upon 
the ground that the determination of the time for accrual 
should not be made in “any technical legal sense.” It 
held that, in an economic sense, the tax had accrued in 
the preceding year in which the income was earned on 
which the tax was imposed. 


Thus, from a practical standpoint the positions of the 
parties in the Anderson case are reversed in the present 
case. Here it Vismthe petitioner that is contending that 
the tax accrued in the year in which the income was 
earned on which the tax is based, rather than in the 
later year in which the tax was assessed and became pay- 
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able. Of course, respondent will say that here the tax 
was “tor the latter wear. On the other hand, petitioners 
asserts that if it is material at all to show that the tax 
is “attributable to” the year of accrual, this requirement 
is met here. This latter point will be discussed more fully 
hereinbelow. 


Tt is submitted that all that the Anderson case held 
in regard to the time for accrual of taxes is that they 
must be accrued when, in an economic and bookkeeping 
sense, rather than in a technical legal sense, all of the 
events have occurred which fix the amount of the tax 
and determine the liability to pay it. It does not, as re- 
spondent contends (Br. 11), establish two principles 
governing the deduction of accrued taxes, viz., (1) that 
the tax must be imposed for the taxable year in which 
the deduction is taken, and (2) that all of the events giv- 
ing rise to a fixed and definite hability must occur in 
the taxable year. Petitioner will consider each of these 
alleged requirements, in the order thus stated. 


There is no requirement whatever that the “ax wee 
“for” the year in which deduction is taken. True, the 
Supreme Court, in the Anderson case, said that the pur- 
pose of the provisions of the Revenue Act there in ques- 
tion authorizing the use of the accrual method in com- 
puting net income was to enable taxpayers to keep their 
books and make their returns “by charging against 1in- 
come earned during the taxable period, the expenses in- 
curred in and properly attributable to the process of earn- 
hig encowe @uimne that period * * *" (26997 
S. 422 at 440; emphasis added.) However, when it 
came to the point of deciding when the taxes on the 
income from munitions sales in 1916 were properly accru- 
able, the Court considered only whether “lability” for 
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the tax had arisen in 1916. Thus, it in effect held that 
to the extent that general accrual principles require ac- 
crual of items in the year to which they are attributable, 
this requirement is satisfied in the case of tax charges 
by determining the year in which lability for the tax 
arose. The Court did mot decide that, in addition to find- 
time su@ia liability”, the tax had to be fazsiO ls. 


True, the tax involved in the Anderson case was “for’’ 
1916; but the Court did not make this a basis for its 
decision on the issue of when the tax accrued. That this 
mise s@ave been deliberate is evidenced by the fact that 
on other occasions the Supreme Court has held that taxes 
accrue when liability therefor arises without regard to 
whether they are “for” the period in which such liability 
arises. (Magruder v. Supplee (1942), 316 U. S. 394, 
oes. Ct. 1162, eer is55,) Whe Angerson and 
Supplee cases contain no element of inconsistency if the 
former is recognized as holding, simply, that taxes ac- 
crue in and are attributable to the year in which liability 
therefor arises. 


It is further submitted, however, that even if the An- 
derson. case does impose some requirement over and above 
the requirement that lability be established in the year of 
accrual, such additional requirement is not as stated by 
respondent. For the precise language of the Anderson 
case in regard to the accrual of liabilities generally is that 
such method of accounting was designed to enable tax- 
payers to charge against income earned during a given 
period the expenses incurred ‘“‘and properly attributable 
to the process of earning income during that period.” 
Respondent has transposed this into the statement that 
the tax must be for the year in which is is accrued. It is 
submitted that this transposition is both important and 
unjustified. For, if the language thus used by the Su- 
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preme Court is appiled in a realistic manner rather than 
in a technical legal sense, it is clear that the California 
franchise tax is ‘‘attributable to the process of earning 
income” during the “income” year, even though it may 
not be “for” that year in the sense in which respondent 
Uccemmmncwlattens teri. 


Thus, the historical background of the California fran- 
chise tax discloses beyond doubt that the only reason for 
imposing the tax as a tax for the privilege of doing busi- 
ness, with the amount of the tax measured by net income, 
instead of imposing a tax directly mpon net income, was 
to enable the State to conform its scheme of taxation of 
corporations to a permitted method of taxing banks with- 
out discrimination against the latter but with the inclu- 
sion of the income from tax exempt securities in the base 
for the tax. (Pacific Company v. Johnson (1931), 285 
U. S. 480, 491-492.) In a business and economic sense, 
however, the burden of the tax is precisely the same as 
though it were a tax om income, as in the Anderson case. 
The tax based upon the income of the “income year” its 
required to be paid regardless of whether there is any in- 
come at all from the operation of the business during the 
privilege year. The tax based upon the income of the “‘in- 
come year” is required to be paid in full regardless of 
whether the corporation has a “taxable year” of twelve 
months or of less duration. | Act, Section 13 (0), Op. 
Br. Appendix 13.] In an economic and business sense, 
then, it is clear that the tax is attributable to and a charge 
upon the income upon which it was based. 


This view is directly confirmed by the manner in which 
Section 403(a)(4)(B) of the Renegotiation Act (Act 
of April 28, W382 FP 12528) 77» Cong., sas: anvended ny: 
Section 701(b). of the Revenue Act of 1943) and the 
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regulations thereunder require taxes such as the Cali- 
fornia franchise tax to be taken into account. The ap- 
plication of this provision to state “income taxes’’ is 
stated in the Renegotiation Regulations as set forth in the 


footnote.* 
1389. State Income Taxes. 
389.1. Ine Gertenal, Under subsection (a) (4) @B) of the 


1943 Act, taxes measured by income cannot be allowed as 
items of cost for purposes of renegotiation. However, this 
subsection provided specifically that in determining the amount 
of excessive profits to be eliminated, proper adjustment shall 
be made on account of the taxes measured by income (other 
than Federal taxes) so excluded, which are attributable to 
non-excessive renegotiable profits. The amount of any such 
adjustment will in no case exceed that part of such taxes 
actually payable which is payable because of the inclusion in 
income of the non-excessive renegotiable profits. The term 
“taxes measured bys mcome is interpreted to mean taxes 
which vary in accordance with the amount of net income of 
the taxpayer. Such term does not include taxes imposed 
upon or measured by gross income, gross receipts or sales. 
Such taxes measured by net income are herein referred to 
generally as ‘‘state income taxes’ although actually they may 
not be designated as “income taxes” in the legislation impos- 
ing such taxes, and although they may be imposed by political 
subdivisions other than a state. * * * 
oS * xk 2 = * x xk 

389.5. State Income Tax Measured by Income for Preced- 
ing Year. In some states, the tax is measured by the income 
for the year subject to renegotiation but is a liability of the 
contractor not for such year but for the next succeeding year. 
In this event, the adjustment for such tax will be made as 
though such tax measured by the income subject to renegotia- 
tion were in fact a hability for the year subject to renego- 
tiation. (Emphasis added.) 


Therefore, although the tax may be “for” the privilege 
year, it is, in the language of the Anderson case, only in a 
“teclinicalmleeaimecmee ii at all, that the tax is “‘attribu- 
table to” the privilege year. Further, in the language of 
that case, in an economic sense a taxpayer’s true income 
for the income year could not have been determined with- 
out deducting from its gross income for the year the fran- 
chise tax based upon the production of that income. 
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Notwithstanding the true economic situation was as 
thus stated, the tax statute, prior to the 1943 amendments, 
expressly provided that the tax accrued and became a lien 
on the first day of the ‘taxable year.” On the face of the 
statute, then, all taxpayers were seemingly “tied” to an 
accrual and deduction of the tax according to its technical 
legal aspects rather than according to its real economic 
burden. And this is the view taken by the Commissioner 
in his rulings under the earlier statute. Accordingly, the 
Act was amended in 1943 to establish the accrual and lien 
date as the last day of the income year rather than the 
fost day Ol the taxable year, in onder tovcomfomm~ tlie 
technical accrual with the economic realities. 


Thus, even if it were to be assumed that a purely ar- 
bitrary accrual and lien date in advance of the period 
“for” which the tax was imposed would not be controll- 
ing for Federal income tax purposes—an assumption which 
is directly opposed to the decisions giving effect to the 
arbitrary lien date in property tax cases—it is clear that 
in the present case the California Legislature has not 
arbitrarily or capriciously selected an accrual and lien 
date. Rather, it has abandoned a date which had signi- 
fieance in a technical legal sense only, in favor of a date 
which makes the establishment of liability for the tax 
conform to the economic realities in regard to the burden 
of the tax. There is nothing in the Anderson case or in 
any other case that would support the Commissioner in 
disregarding such a provision of the controlling local law. 


It 1s submitted, then, that if the requirement of the 
Anderson case that the tax be attributable to the earning 
of the income in the year in which accrual of the tax is 
claimed calls for something more than proof that “lia- 
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bility” for the tax arose in such year, such “‘additional” 
requirement is abundantly met in the present case. 


But what of the “second” principle of the zinderson 
Gase, viz., that all of the events giving rise to liability 
must have occurred during the tax year? Petitioner does 
not dispute that this “liability” factor is a basic require- 
ment; in fact, it asserts that it is the basic requirement. 
The essential difference between respondent and petitioner 
relates to the proper interpretation or true meaning of 
this legal principle. 

In the first place, although in stating this requirement 
it is sometimes said that in order to render a tax accru- 
able in a given year “all of the events must occur in that 
year which fix the amount and the fact of the taxpayer's 
liability” (Dixie Pine Products Co. v. Commissioner 
Goss), 320 UT Smoteer o>. Ct 304, 8 L. Ed. 270), it 
has never been considered that absolute certainty. is neces- 
sary as to the amount which may ultimately be paid. 
All that is required ts that the amount and fact of the 
lability be established. ‘This is consistent with the gen- 
eral rules in regard to the accrual of contingent liabilities. 

Respondent states (Br. 11) that a “contingent” liability 
will not satisfy the requirement that all of the events 
giving rise to liability must have occurred during the tax 
year in which the accrual of the tax is claimed. He does 
not favor the Court with any discussion of the effect of 
this proposition as applied to the facts herein. It is ap- 
parent, however, that respondent’s conclusion that peti- 
tioner’s liability for the franchise tax based on its 1943 
net income was contingent on December 31, 1943, is the 
result of his fundamental error in disregarding the ex- 
press provisions of the Act imposing liability on that date, 
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and of his failure to recognize the principle distinguish- 
ing between contingencies which go to the existence of lia- 
bility, and contingencies which affect the amount which 
may ultimately have to be paid on account of the lability. 
(See Helucring v. Russion Finance & Construction Co. 
(@ C. A. 2, 1935), 77 F. (2d) 2348) Neomne-ot themes. 
cited by respondent which relate to the question of con- 
tingent liabilities establish any different principles than 
those stated and discussed in Petitioner’s Opening Brief 
(eo luer segr): 


A further difference between respondent and petitioner 
is in determining what arc “the events’ which determine 
the liability of the taxpayer for the California fran- 
chise tax. 


It is respondent’s position that there is and can be 
no lability for the franchise tax except as the privilege 
is exercised “for’’ which the tax is imposed, and that the 
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doing of business in the “taxable year” is, therefore, “the 
event wihtich gives rise to liability. (in. 12-l35) ide 
repeats this erroneous assertion upon numerous occasions 
throughout his brief. Manifestly, this proposition is of 


fundamental importance to respondent’s case. 


There are two answers to respondent’s statement as 
fialemat apaees 12-13 ofalis bmief. Winsh) it 1S notemie 
that there would be wo tax if the taxpayer did no busi- 
ness in 1944. Secondly, the mere fact that subsequent 
events might make it possible for the taxpayer to obtain 
an abatement of part or even all of the tax for which the 
statute imposes liability as of the last day of the year 
on the income on which it is based, does not justify the 
conclusion that there “is no hability” on the date specified. 
Each of these answers will be separately considered. 
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im’ support of the statement that “if the taxpayer did 
no business in 1944 there would be no tax,” respondent 
memens { br. 13) t@®page 29 or thes W@ramecript of Record. 
isis tle testimonysor one rlarry whew reese, -auiminor 
state employee. [R.21.|] The statement of the witness is 
merely his interpretation of the effect of the Act. [See R. 
23.| Furthermore, from a reading of the entire testimony 
of this witness on the subject, it is evident that he was 
considerably confused by the questions. [See R. 29-30.] 
And even if this were not so, the fact would remain that 
it simply is not the law that a corporation is not re- 
quired to pay any tax under the Bank and Corporation 
Franchise Tax Act merely because it does no business 


during the first fifteen days of the “taxable year.” (See 
Op. Br. 32-33 and Appendix thereto, 4, 11-12.) 


For the Franchise Tax Commissioner's official interpre- 
tation in this regard see Regulation Article 29-1, Para- 
erapn 2, Cal. C1 Searasraph 8-053. (Op. Br. Appendix, 
p. 18.) Respondent’s constant repetition of his proposi- 
tion that there would be no liability if no business done 
in the taxable year does not change the law. 


It should also be noted that in his argument respondent 
speaks solely in terms of the effect of not doing any 
“business” in the taxable year. The only provisions in 
the Act for any abatement or refund, however, relate to 
a dissolution (of a domestic corporation) or withdrawal 
(of a foreign corporation). Thus it is clearly not simply 
a matter of not doing any business. Nor, in fact, is it 
even a mere matter of dissolving. For if the dissolution 
does not completely terminate the conduct of the business 
by any corporation under the “control” (80% of stock) 
of the same stockholders, the tax liability of the dissolved 
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corporation will be carried over to the successor corpora- 
tion. (Act, Sec. 13(j) and (k), Op. Br. Appendix 10-11.) 
Gompare ict. Sec. 13(1) (Op. Bre Appendimd2). 


Even if it were true, however, that petitioner could have 
obtained an abatement or refund of the entire tax based 
on its 1943 income if it “did no business” in 1944, it would 
not follow that there was no “lability” on December 31, 
1943. Manifestly, there can be an existing “liability” 
for a tax even though it is one which may never have to 
be satisfied because of events that may occur after the 
liability has been established. This is a point which was 
fully developed by petitioner in its Opening Brief (pp. 
33-45: see also Fawcus Machine Company v. United 
Stes (1931), 282 U. 5S. 375. it ts) unmistakably sone: 
vided in the tax statute here in question that lability for 
the tax s/all arise (accrue) on the last day of the year on 
the income of which the tax is based. In other words, 
under the statute “the events” establishing liability are 
the earning of net income in the “income year” and the 
failure to dissolve in the requisite manner by the last day 
of that year. Manifestly, any contingencies based on sub- 
sequent events relate merely to the amount which may 
have to be patd in order to discharge the hability and the 
lien therefor; they have no relation whatsoever to the 
establishment of “liability” in the first place. 


Hence, in order to say that there was no “lability” on 
December 31, 1943, for the tax based on petitioner’s 
1943 net income, it would be necessary to hold that it was 
beyond the power of the California Legislature to impose 
statutory liability on that date. ven respondent has 
not attempted to show that this 1s true. 


Certainly the legislative body which has the power to 
impose the tax has power to say when hability for such 
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tax shall arise. The California Legislature has in unmis- 
takable terms identified precisely the time when liability 
(orate Calitornia™iranehisestaxameces, Phe respondent, 
however, chooses to ignore these explicit provisions in 
favor of a determination by a reference solely to other 
provisions of the statute. There is no authority which 
supports this disregard of the statute imposing the tax 
liability the accrual of which is in question. 


Respondent presents several asserted reasons for dis- 
regarding the lien in the present case as a factor in identi- 
fying the time when liability for the tax arises. First, he 
suggests (Br. p. 15) that in the Anderson case itself the 
Court ignored a lien because it was “not even worthy of 
the ‘technical legal’ characterization given to the assess- 
Metiedate in they Misersonvopinion * * *" Tins is 
refuted, however, by the fact that the Supreme Court 
itself, in Magruder v. Supplee (1942), 316 U. S. 
394, recognized the establishment of a lien for a tax as 
an identification of the time when liability for the tax 
must have arisen. See also Crown-Zellerbach Corp., 43 
B. T. A. 541 at 544. Furthermore, the lien provision re- 
ferred to by respondent (Br. 15), by its very terms, 
applies only when a person is liable to pay any tax 
and neglects and refuses to pay the same after demand. 
In such event, it is provided that the amount shall be a 
lien from the time the tax was due until paid. Manifestly, 
this would not be such a lien as would have changed the 
result of the Anderson case, for the Court there held that 
the tax accrued at an earlier date than the “due” date. 
Under this view, the Anderson case would be an example 
of the principle, stated in Petitioner’s Opening Brief (p. 
30), that even if the statute contains a lien provision, it is 
still proper to determine, from a consideration of all of 
the provisions of the tax statute, that liability arises at an 
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earlier date than the lien date. See S. LE. Bernheimer, 
AmB Tres 249.252, afirmedebyathes Ginette Commiace 
Appeals for the Second Circuit, in a per curiant opinion, 
on the,authority, in part of the Amdersomecase. (120% 
(2d) 454.) 


In the present case, however, respondent would have 
this Court disregard the lien in favor of a later accrual 
date. There is nothing in the Anderson case—or in any 
other case of which petitioner is aware—which would 
justify this result. 


Respondent also seeks to avoid the effect of the len 
provisions of the Franchise Tax Act by asserting that this 
lien is not valid in any event. (Br. 20.) If the lien im- 
posed by the Franchise Tax Act is invalid because, as re- 
spondent suggests (p. 20), it precedes the other steps in 
assessing and collecting the tax, then all of the tax liens 
in the State of California are likewise invalid. It is sur- 
prising that this has not been discovered before. (Cf. au- 
jenities at Ope Br. 26>) Furthermore mthe Weoislanune 
has removed any doubt as to there being a lability at the 
date the lien attaches by expressly providing that the tax 
shall accrue on that day. Manifestly, the Legislature has 
gone as far as any legislature conceivably could to remove 
any question as to when it intended liability for the tax 
to arise. Yet the respondent persists, repeatedly, in as- 
serting that there wasn’t any lability on the last day of 
the income year. 


Respondent states (Br. 20): 


But even if the lien were valid it does not mark 
the accrual date under federal law because California 
often imposes liens for taxes before all the events 
occur which fix the fact and amount of habilhty— 
and the latter and not the lien dates. we again. em- 
phasize, are the tests of accrual. 


SS 


But it has never been held that any such lien is for that 
reason to be disregarded in favor of a later accrual date. 
(See Crown-Zellerbach Corp., supra.) Manifestly, the 
reason is the universal acceptance of the fundamental 
principle that where there is a valid lien there must be 
liability, and when “the events” have occurred which estab- 
lish liability under the statute then “the events” have oc- 
curred to support an accrual of the lability. 


Respondent’s discussion at pages 20 to 21 misinterprets 
the decisions of this Court in United States v. Sampsell, 
supra, and In re Knox-Powell-Stockton, 100 F. (2d) 
979. These cases were correctly cited and analyzed in Pe- 
titieners Opening Brief (pp i3jee seq.) it the: lenis 
valid so as to be entitled to recognition in a bankruptcy 
proceeding, there must necessarily have been a “liability” 
to support it. (Last Bay Mumcipal Utility District v. 
Garrison, 191 Cal. 680, 692-693. See also Magruder vw. 
Smpplee, 316 U. 5. 384, at 397. ) 


Respondent contends (Br. 18-19) that it would violate 
Section 43 of the Internal Revenue Code to permit a de- 
duction in 1943 for the tax based on 1943 income as well 
as on 1942 income. This is not true. As is said in 
Dixie Pine Products Co, v. Conumssioner (1944), 320 
ies. 516, at a1) 

*« «It has never been questioned that a tax- 
payer who accounts on the accrual basis may, and 
should, deduct from gross income a liability which 
really accrues in the taxable year. (Emphasis added. ) 


section 43 of the Internal Revenue Code does not in any 
way limit this statement. If there are in fact two tax 
liabilities imposed in a single year, the taxpayer is enti- 
tled to deduct them both. The Commissioner has in ef- 
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fect himself recognized this in his rulings in regard to 
the accrual 2 ranchise taxes imposed by other states. 
(See I. T.4 be, 1947-1 C. B. 17, am effect allowing the 


deduction of two Tennessee franchise taxes in a single 


pe 
Saran 


2) 


year where there was a change in accrual date as a result 


of a new iiterpretation of the state law.) 


Respondent says (Br. 18-19) that the imposition of lia- 
bility for two taxes in 1943 is “not to be distinguished 
mom lability for interest or rent forea™ period ot years 
ie) owltich is within the scope on Secticum4 sme 
seems to petitioner that there is a substantial diiference 
between the two situations. Each tax is admittedly a 
separate tax separately imposed, rather than being a sin- 
gle payment for several years, as in the case of the rent. 
The situation is more comparable to that which existed 
when the liability for personal income taxes under the 
Internal Revenue Code was placed on a current basis. The 
only difference is that the United States forgave part of 
the tax upon 1942 income, whereas the State of Califor- 
nia did not forgive any tax but put the liability of cor- 
porations for franchise taxes on a current basis. The 
fact that there thus resulted two tax liabilities in one year 
is clearly not the type of situation covered by Section 43. 
(See Security Flour Mills Co. uv. Commusstoner (1944), 
S21. S72...) 


—e 


4. Respondent’s Argument That “The Tax Court 
Decisions Do Not Support the Taxpayer.” 
Under a separate heading captioned “The Tax Court 
decisions do not support the taxpayer” respondent states 
(GBI 22) : 

Counsel’s approach to this case in general is to 
ignore the controlling decisions of the Supreme 
Court and the Circuit Courts of Appeals, with the 
exceptions which we have noted and others that have 
no bearing on the issue. This is perhaps wunder- 
standable in view of the fact that they could find no 
support from those quarters. What is surprising is 
that they rely largely on decisions of the Tax Court. 


Petitioner cited and discussed, in what appeared to it to 
be the appropriate setting, not only the leading Supreme 
Court cases—Magruder v. Supplee and Umted States v. 
Anderson-—but numerous other decisions. It is believed 
that the decisions cited and discussed by petitioner will 
afford an ample basis for a decision herein. 


Some of the Board of Tax Appeals decisions cited and 
discussed by petitioner in its Opening Brief, very clearly 
were referred to for the sole purpose of showing that they 
were sof controlling notwithstanding that they were re- 
lied upon by the Tax Court in support of its decision in 
the present case. (Op. Br. 47-54.) Yet respondent re- 
fers (Br. 22-25) to these cases as being cited by and “re- 
lied on” by petitioner—and he proceeds to discuss them on 
this basis. This portion of respondent’s discussion is 
therefore clearly irrelevant, and needs no further answer. 


a 


°The Supreme Court decisions in Security Flour Mills Co. v. 
Commissioner (1944), 321 U. S. 281, and Dixie Pine Products 
Co. v. Commissioner (1944), 320 U. S. 516, are also considered 
under appropriate headings. 
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Although criticizing petitioner for referring to Tax 
Court decisions that have become final, respondent deenis 
it important to make the point that “the entire Tax Court 
is convinced of the correctness of the result” in the present 
case, even though it is now pending on review. (Br. 22.) 
It is not apparent how this would remotely support the 
conclusion reached by respondent, even if it were true— 
as certainly does not appear from any of the assertions 
tnade by respondent in support thereof. 


5. The Commissioner’s Administrative Practice. 


The respondent asserts (Br. 26) that his ruling in I. T. 
3646, 1944-1 C. B. 104, relating to the accrual of the 
California franchise tax, was “consistent with earlier 
ones dealing with previous versions of the California tax” 
and also was ‘“‘consistent with the treatment accorded 
other state franchise taxes.” There are two answers to 
these assertions. First, they are not wholly accurate. 
Second, they are immaterial in any event. 


Respondent's present interpretation of I. T. 3646 (Br. 
16) 1s that “the tax lability arose monthly at the rate 
of one-twelfth of the tax measured by 1943 income 
_— ~=s*d nis position is necessitated by his wimsisicmes 
that the provisions of the Act relating to the effeet of 
dissolution during the “taxable year’ are conditions 
precedent to hability, although the Act clearly shows 
that liability arose on the last day of the meome 
year and that, at most, this lability is subject to partial 
abatement or refund if the corporation dissolves in the 
requisite manner during the “taxable year.” This same 
position was not taken in |. T. 3646, however. There, it 
was ruled that under the 1943 Amendments, the Califor- 


nia franchise tax does not accrue on the last day of a 


taxpayer corporation’s “income year,” but on the first day 
of the corporation’s “taxable year.” 

The earlier rulings relating to the accrual of the Cali- 
fornia franchise tax were also to the effect that the tax 
accrued on the first day after the close of the year on the 
income of which the tax was based.’ (I. T. 2971, XV-1 
©, eee m@noe4y; 1. T. 2988, XV-2 Cee 1986), ) 
This was strictly in conformity with the accrual date as 
then specified in the California statute. It was only in 
I. T. 3646 that the Commissioner departed from the ac- 
crual date specified in the statute. But he did not even 
then conclude, as he now contends, that liability for the 
tax accrued monthly during the taxable year. 


Presumably his present abandonment of his earlier 
position was necessitated by the inconsistency in which it 
placed him in contending that the liability was contingent 
on the last day of the income year but was not contingent 
on the first day of the taxable year. Certainly, if “all 
of the events” fixing liability have not occurred on De- 
‘cember 31, neither have they on January 1. But petitioner 
is not aware of any decision which has as yet required a 
taxpayer to accrue on a monthly basis. At most, this has 
been pernutted when it is in accordance with the regular 
practice of the taxpayer and usually over the objection 
of the Commissioner. Petitioner, however, has regularly 
accrued its taxes in accordance with the accrual date spe- 
cified in the local law. 


Also, in regard to the asserted “consistency” of the 
Commissioner’s position herein, or in I. T. 3646, with 
the treatment accorded other state franchise taxes, it 


"The references to “income year” and to “taxable year” have not 
always been the same. (See Op. Br. p. 4, Note 3.) 
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should be noted that so far as appears from the rulings 
themselves the Commissioner has never previously been 
confronted with a statute which contained an express ac- 
crual and lien provision which he disregarded in favor ot 
a later accrual date. Manifestly, neither the earlier rul- 
ings on the California franchise tax nor the rulings on 
other state franchise taxes, even if constituting ‘“‘author- 
ity,’ establish any precedent which fits the situation un- 
der the 1943 amendments to the California Franchise Tax 
Act. (See Op. Br. 23.) 


Secondly, however, it is elementary that rulings of the 
Commissioner are not “authority” no matter how con- 
sistent they may be. (Cole v. Coimmusstomer (C. C. A. 9, 
1934), 81 F. (2d) 485, 487-8.) 


As a part of his discussion of the discretionary powers 
of the Commissioner with respect to accrual, respondent 
states that petitioner’s accrual in 1943 of the tax based 
on 1943 income does not “properly reflect’ income. Re- 
spondent says (Br. 27-8): 

x * * Section 41 delegates to the Commissioner 
unusual authority to determine when an item is prop- 
erly accruable. The standard is proper reflection of 
income “in the opinion of the Commissioner.” The 
exercise of this discretion is only reviewable when it 
is Clearly abused. 


But no case to which respondent refers, and none of which 
petitioner 1s aware, holds that the Commissioner is vested 
with discretion to disregard the express provisions of a 
state tax statute as to when liability shall accrue and a 
liew attach, im favor ot a later accrual date. If thesstatne 
tory provisions are not controlling, then it is not neces- 
sary for the Commissioner to rely on any “discretion” 
vested in him. If the statutory provisions are controlling, 


then a disregard thereof is a clear abuse of the discretion 
that is vested in the Commissioner. The provisions of 
section 41 clearly were not intended to authorize the Com- 
missioner to change the year in which an item really ac- 
crues. (Cf. Security Flour Mills Co. v. Commnussioner, 
supra. And see Dixie Pine Products Co. v. Commissioner, 


320 U. S. 516, 519.) 


6. Respondent’s Discussion of “The Property Tax 
Cases.” 


Respondent states (Br. 29) that: 


The taxpayer places substantial, if not, principal 
reliance on the alleged rule that real property taxes 
ere accmicusom memien date. 


What petitioner in fact stated was that the controlling 
Pimm@cimle is tidimeeses accrue ior Mederal income 
purposes in the Federal taxable year in which falls the 
date on which personal liability for the tax arises or in 
which a lien therefor attaches, whichever is earlier. It 
was in support of these statements that petitioner cited 
Magruder v. Supplee (1942), 316 U. S. 394, supra; Cali- 
joan Sanmaryeeon iar. (1935), 35 B. T. Al i227 and 
Crown-Zellerbach Corp. (1941), 43 B. T. A. 541, supra. 


Respondent seeks to distinguish the first two of these 
cases upon the ground that they involved only the ques- 
tion of “who is the taxpayer, not when does the tax ac- 
Cae, bt 27min conld seem elementary thats 
has been determined, as in the cited cases, that there was 
a tax charge upon property at the lien date, for purposes 
of ascertaining who 1s entitled to a tax deduction for a 
payment of the tax—+.e., the person who owned the prop- 
erty on the lien date or the person who subsequently pur- 
chased the property—it must necessarily have been de- 
termined that there was a tax liability on the lien date. 
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Otherwise, it is not apparent how there could be any tax 
which can be said to be the liability of the owner as of 
that date. 


Even if there were any room for doubt upon this as a 
matter of abstract reason, however, it is completely an- 
swered by a careful reading of the opinion in the Supplee 
case. See, also, Lifsom v. Cowimmssioner (C. C. A. 3, 
1938), 98 F. (2d) 508, so interpreting the Supplee case. 


The cases cited by respondent (Br. 29-30)* are not in 
pout.  Uheir distinction 01 the See ie 3cc sical 
most, applicable where the taxpayer has regularly em- 
ployed the monthly accrual method in_ keeping its 
books. Certainly, a decision that a taxpayer may ac- 
crue taxes monthly does not support the conclusion that 
all taxpayers are required to accrue taxes monthly. See 
Atlantic Coast Line R. Co., 4 T. C. 140; and compare 
Budd International Corp., 45 B. T. A. 737, reversed on 
other grounds, C.,C. A. 3, 1944, 143 F. (2d) 784. In 
the present case, the uniform practice of the petitioner 
was to accrue liability for the franchise tax on the single 
lien and accrual date specified in the tax statute. 


The respondent states (Br. 30) that Crown-Zellerbach 
Corp., supra, reached a result contrary to that reached in 
the Atlanta Stove Works, and Schock, Gusmer & Co. 
cases. Petitioner does not agree. The decisions cited by 
respondent merely state an exception to the general rule 
which is correctly stated and apphed in the Crown-Zeller- 
bach case, which exception is wholly inapplicable in the 


Present Case: 


+Allen v. Aila@nia Stove Works (C. C. A. 5, 1943), 138 F. (2d) 
452. and Comianssramer 2. Schock, Gusmer G&S Co. (C. C. ARS, 
1943), 137 Ha 2Zae se 
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Nor is Crown-Zellerbach “repudiated,’ as respondent 
suggests (Br. 30) by the decision in S. &. and M. E. 
Bernheimer Co., supra. As has previously been noted, 
the Bernheimer case merely holds that a tax may accrue 
prior to the lien date if the other provisions of the tax 
statute show that liability in fact arose at such earlier 
date. However, that case is no authority whatsoever for 
the proposition—contended for herein by the respondent 
—that the Commissioner may require the accrual of a 
tax at a date /ater than the date specified in the tax stat- 
ute for the accrual of liability for the tax and for the 
attaching of a lien. As a matter of fact, in affirming, 
per curiam, the Bernhewner case, supra, the Circuit Court 
of Appeals for the Second Circuit does so on the author- 
ity, in part, of United States v. Anderson, supra. Ap- 
parently, then, that Court didn’t think there was a dif- 
ferent rule for property taxes than for income taxes. 


As a final ground for distinguishing the property tax 
cases—holding that taxes accrue when there is personal 
liability or a lien therefor, whichever is earlier—respond- 
ent asserts (Br. 30-31) that these cases are not controll- 
ing because, according to the Supreme Court in the Sup- 
plee case, it is misleading to speak of real estate taxes as 
“applicable” to the fractional part of a tax year, whereas 
“the California franchise tax is expressly imposed for the 
privilege of doing business year by year and even month 
by month.” In other words, respondent in effect contends 
that the cases involving property taxes are per se inap- 
plicable. There are several answers to this contention. 


In the first place, respondent himself has not consistently 
considered the principles of cases involving the accrual of 
property taxes to be per se inapplicable in determining the 
proper time of accrual of the tax involved herein. On the 
contrary, he cites numerous property tax cases as being 
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“direct authority against taxpayer’s position” herein. (Br. 
12.) Secondly, the dictum in the Supplee case which re- 
spondent quotes (Br. 30) in regard to property taxes not 
being “applicable” to the fractional part of a tax period 
is disapproved in the decision in Commussioner v. Schock, 
Gusmer & Co., supra, cited by respondent. As that case 
points out, annually recurring property taxes are a very 
real part of the continuing overhead expense of a busi- 
ness. In this they are not essentially different from a 
franchise tax. In any event, however, as is more fully 
developed elsewhere herein, the California franchise tax 
is, from the standpoint of the taxpayer, a payment for the 
privilege of doing business in the taxable year in a “‘tech- 
nical legal sense’ only. In a substantial and economic 
sense it is a charge upon the income which is the basis 
for the tax. The purported distmetion» otf property wax 
€ace>5 fipon the ground that the’tax im the present ease 
is for the privilege of doing business “‘year by year and 
even month by month” is without merit. So are property 
taxes a part of the overhead cost of doing business year 
by year and even month by month. 


Also, in support of his contention that the “property 
tasemeases are inapplicable herein, respondent Says tat 
“When a lien attaches for realty taxes a lability exists 
eal wie tasecammot be defeated.’ (Br. 31.) ims ismiet 
wholly true. If, as in California, the lien attaches prior 
to any of the other proceedings tor the assessment or col- 
lection of the tax, there is considerably less certainty in 
regard to both the existence and amount of the liability 
than there was in regard to both the existence and amount 
of petitioner’s liability on December 31, 1943, for the 
franchise tax based on its 1943 income. If the lien pre- 
cedes the other steps in the assessment and collection of 
the tax, there is no certainty at all as to the amount of 
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the property taxes. The levy may be large or small, or, 
as is judicially recognized in Allen v. Atlanta Stove 
Works, supra, may be omitted entirely. Or certain prop- 
erty may subsequently be freed of any liability for the 
tax. This has actually occurred in California, even 
though here it was necessary to amend the State Consti- 
tution to do so. (See Calif. Const., Art. XIIT, Sec. 8a.) 
In states which do not have a constitutional prohibition 
against gifts of public funds, such as was deemed to re- 
quire the above-mentioned constitutional amendment in 
California, the property tax could be abated, and the lien 
thus removed, by simple legislative action. (See Op. Br. 
33 et seq. ) 


Manitestly, the fact that there are many contingencies 
which may affect the amount which may ultimately have 
to be paid on the tax does not justify the conclusion that 
there isn’t “hability” until all of those contingencies have 
been eliminated. The imposition of a statutory lien for any 
tax, whether property tax or franchise tax or other tax, 
as of a specified date, is simply one way for the legislative 
body to say to the taxpayer, Now and henceforth you 
are lable, even though the amount you will be required 
to pay on this liability may be reduced or even entirely 
abated by certain subsequent events. 


7. Respondent’s Consideration of the Accrual and 
Lien Provisions of the California Franchise Tax 
Act. 


Having devoted the principal portion of his brief to a 
discussion of what he considers to be the established rules 
of when to accrue a liability for Federal tax purposes, 
in complete disregard of the accrual and lien provisions 
of the California Franchise Tax Act, respondent, after 
a very briet discussion, brushes aside these provisions -of 
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the local law as being not controlling for Federal tax 
purposes. (Resp. Br. 31-34.) He attempts to justify this 
upon the ground that Federal revenue laws are to be con- 
strued in the light of their general purpose to establish 
a nationwide scheme of taxation, uniform in its applica- 
tion, (Br. 31.) In support of iis ™ preposition Meme. 
(Br. 32) various cases which do not involve the accrual 
of liability for taxes imposed by local law. Their in- 
applicability is so self-evident as not to warrant any sepa- 
rate discussion of them.’ 

As pointed out in Petitioners Openinom iich sip) 
it is expressly declared by Randolph Paul in his Selected 
Studies in Federal Vaxation, Second’ Series, pace 2ayaunar 
the Federal statute does, by “necessary implication,’ make 
the state law controlling in regard to when a tax is ac- 
crued as well as in regard to what is a state tax and who 
icohable. The Supreme Court of the United States sim 
Magruder v. Supplec, supra, cited this statement by Paul 
In support of the proposition that “Resort must be had 
here to the laws of Maryland and the city of Baltimore to 
determine upon whom the state and city real estate taxes 


mere imaposed. (316 U. S. 394, at 396.) 


Respondent apparently is conscious, however, of the 
importance to his case of disregarding completely the ex- 


"Estate of Putnam v. Commissioner, 312 U. S. 399, cited by re- 
spondent (Br. p. 32), involved the word “accrued” as used in Sec- 
tion 42. Even the most cursory examination of the decisions ap- 
plying Section 42 will satisfy that the word “accrued,” as used in 
that section, has a special meaning vastly different from the general 
definition of “accrued” in Section 48, and that the nature of the 
mischief which Congress sought to remedy when in 1934 it added 
the last sentence of Section 42, required that the meaning of “ac- 
crued”—"in this section,” as the Court was careful to say—hbe 
untiorn. See Heluering v. Enraghi's Estate, 312 U. S. 636, for a 
statement of the purpose of Congress in the 1934 amendment to 
‘Section 42. 
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press provisions of the local law as to when lability arises 
and the lien attaches. It is evident that it 1s only upon 
this basic assumption, upon which substantially his entire 
argument rests, that he can possibly reach the conclusions 
stated in the earlier portions of his brief. 


Respondent refers to George S. Colton Elastic iV eb Co. 
wero nived States, 116 F. (2d) 202, inestiipont or the 
proposition that state law 1s not controlling in regard to 
jie time Of accrual of local taxes. That case didvar least 
involve the question of the accrual of a state tax. How- 
ever, the state statute there involved was not clear in 
specifying whether the excise tax thereby imposed was a 
“single tax’’ made up of the sum of two factors, one ap- 
plied to income and the other to ‘corporate excess,” or 
whether it imposed a separate tax with respect to each 
factor. The Supreme Judicial Court of Massachusetts 
had interpreted the statute as providing for a single tax, 
in upholding the constitutionality thereof. The Circuit 
Court of Appeals in the cited case, however, determined 
the accrual date of the tax for Federal income tax pur- 
poses in accordance with its own interpretation of the state 
statute. It did this, not because it considered the local 
law to be ineffective, but because it considered that the 
time of accrual of liability under the local law was not 
to be determined according to the characterization of the 
statute for purposes of determining its constitutionality. 
It is clear that even the court which decided the cited 
case would not have disregarded a clear and unequivocal 
provision in the local statute identifying the time when 
liability for the tax arises and the lien attaches. 


In declining to follow the characterization, by the Mas- 
sachusetts Supreme Judicial Court, of the tax as a single 
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excise tax, the Circuit Court of Appeals stated (116 F. 
(2d) at 204): 

We do not think this language is determinative 
of the issue in the case at bar. Certainly the char- 
acterization of the excise as “‘single’, apparently di- 
rected to the queston of constitutionality, is not con- 
clusive upon us in determining how the Massachu- 
setts tax is to be treated for federal income tax pur- 
poses. However, as an interpretation of the Massa- 
chusetts statute involved, and as an indication of the 
liabilities of corporate taxpayers under that act, the 
Springdale decision is of course binding upon us. 


The case thus in reality is in support of petitioner's con- 
tention herein that the technical characteristics which sup- 
port the tax from a constitutional standpoint are not nec- 
essarily controlling in determining when a tax “accrues.” 


8. Respondent’s Discussion of the “Dobson” 
Principle. 

eeatiome; believes that it is clear thatthe Daa (Gon 
erred. Further, this error is in its failure to apply the 
correct rule of law. It failed to determine the accrual in 
accordance with the express provisions of the Franchise 
Tax Act. It admittedly and deliberately disregarded the 
express provisions of the Act relating to the time “‘lia- 
bility” arose and a lien therefor attached. It applied 
erroneous principles of law, and misinterpreted the prin- 
ciples established in the Anderson case and in the Supplee 
case relating to the time of accrual of liability for taxes. 
Clearly, the Dobson® principle has no application under 
such circumstances. (See Op. Br. 10-12.) 

Nor do the cases cited by respondent support its ap- 


6Dobson v. Commissioner (1943), 320 U. S. 489. 
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plication here. The Security Flour Mulls case, supra, 
squarely holds, and the Dixie Pine Co. case, supra, recog- 
nizes, that if the Tax Court applies an incorrect rule of 
law in determining that an item is not deductible on the 
accrual basis, the decision is not entitled to the finality 
indicated by the Dobson case. In fact, in the Security 
Mills case both the Circuit Court of Appeals and the 
Siiememe Court reached a different result ™ irom that 
reached by the Tax Court decision therein. 


Nor does the doctrine in regard to deductions being a 
matter of grace, referred to by respondent (Br. 34), en- 
title the Tax Court to deny deductions according to 
erroneous principles. Here there is no question as to the 
right to a deduction. The only question is as to the proper 
year in which to take the deduction on the accrual basis. 

The recent decisions of this court in Seattle Brewing 
& Maltig Co. v. Commissioner, .......- i. (2d) , and 
Commissioner v. Ramer Brewing Co., ....--.- ened) 
Pee , both decided on January 8, 1948 (see 1948 Prentice- 
Pollueiedcrall Rasgeech ice Faracraphs /2,315 and 72= 
316), were clearly fact cases. This is emphasized by the 
opinions rendered in denying a rehearing, on February 18, 
ee See Oto wae ed, Lax Serv., Paracraphs 72e 
Bye el / 2,073.) 


Another interesting fact in regard to these recent de- 
cisions by this Court is that they utilize exactly the same 
tests with respect to the applicability or inapplicability 
of the Dobson case, regardless of whether it is the tax- 
payer or the government that is seeking the review of 
the Tax Court decision. They thus provide a complete 
answer, if any be needed, to the Commissioner’s implica- 
tion (Br. 34) that although the Dobson principle must be 
applied against the taxpayer, it would not have been 
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available to support the decision if the Tax Court had 
held in favor of the taxpayer. 


Finally, respondent’s Dobson argument overlooks the 
fact that it was he who appealed from the decisions of 
the Tax Court in the Security Mills and Le Foy’ cases. 
Im me former case the Tax Cort was reversed; imran 


latter it was affirmed. 


Conclusion. 

The petition for review should therefore be granted, 
and the decision of the Tax Court reversed and the case 
remanded to the Tax Court with instructions to enter 
judgment for the petitioner consistent with Section 322(d) 
of the Internal Revenue Code. See pages 7 and 8 of 
Petitioner’s Opening Brief. 


Respectfully submitted, 


JosePpH D. Brapy, 
Joun O. PAULSTON, 
c/o Brady & Nossaman, 


433 South Spring Strect, 
Los Angeles 13, Galitormiiay 


Counsel for Petitioner. 


Los Angeles, California, March 17, 1948. 
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